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ide-by-side management of mutual funds and
S private funds has long been an area of regula-

tory focus as a poster child for potential and
perceived conflicts of interest. This topic received
renewed and concrete attention recently when, on
November 8, 2018, the Securities and Exchange
Commission’s (SEC) Office of Compliance
Inspections and Examinations (OCIE) pub-
lished a Risk Alert announcing OCIE’s risk-based
examination initiatives of mutual funds, including
exchange traded funds (ETFs) and their advisers.!
Furthermore, in its announcement of 2019 exami-
nation priorities, OCIE specifically addressed advis-
ers managing both mutual funds and private funds
with similar investment strategies. As used by OCIE
in the Risk Alert and in this article, “side-by-side”
management refers to when an investment adviser
manages mutual funds and private funds, “particu-
larly when managed pursuant to similar strategies
and/or by the same portfolio managers.” Side-by-
side management provides vivid examples of con-
flicts central to our industry. This article focuses on
recent developments in SEC oversight and enforce-
ment related to side-by-side management practices,
as well as practical considerations in respond-
ing to OCIE concerns in the current regulatory
environment.

Historical Themes Related to
Side-by-Side Management

The SEC historically has focused its atten-
tion on a discrete set of potential conflicts of inter-
est common to side-by-side management given an
investment adviser’s fiduciary obligations across its
clients.?

m  Varied fee structures—Private funds often
have fee structures, including carried inter-
ests or other performance-based compensation
arrangements, that may incentivize a portfolio
manager to favor a private fund over a mutual
fund.

m  Adviser investments in mutual funds and pri-
vate funds—An adviser may make a substan-
tial investment in a private fund it advises, in
part in order to conform with investor expecta-
tions, which may result in a potential conflict of
interest.

m  Trading practices—Portfolio managers managing
both a mutual fund and private fund engage in a
variety of trading practices that may incentivize,
or otherwise tend to result in, disparate treat-
ment of the funds, with the mutual fund at risk
of being disadvantaged.
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m  Best execution—The sequencing and execution
of transactions can favor one client over another,
giving rise to a conflict of interest.

m  Cross trades—Given private funds’ performance-
based compensation arrangements, there is a
concern that mutual funds may be disadvan-
taged in their participation in cross trades with
private funds, despite the protections inherent in
Rule 17a-7 under the Investment Company Act
of 1940 (the 1940 Act).

m  Aggregation and allocation of trades—The alloca-
tion of transactions among clients, when spe-
cific allocation decisions are intended to result
in more favorable treatment for one client over
another, has been the subject of SEC Staff scru-
tiny and SEC enforcement actions.

m  Brokerage commission allocations—Soft-dollar
arrangements may result in a mutual fund bear-
ing an inequitable share of the cost of paying for
research that benefits both the mutual fund and
a private fund.

SEC focus on these conflicts of interest and their
applicability to side-by-side management has devel-
oped over time. In 2003, as part of a broad review
of hedge funds by the SEC, the SEC Staff identified
similar themes in describing the unique nature of
hedge fund fees and investment strategies within the
scope of side-by-side management.* In 2010, Part 2
of Form ADV was amended to require side-by-side
management disclosure, including an explanation of
conflicts of interest and how the investment adviser
addresses such conflicts, among other topics.® From
2014 until 2018, side-by-side management began
to appear regularly in OCIE Risk Alerts.® Against
this backdrop, there also has been a steady flow of
applications from advisers seeking exemptive orders
permitting side-by-side co-investments.”

When considering implications for today, it is
helpful to review the history of enforcement actions
related to these conflicts of interest themes.® The
SEC has concluded several instructive enforce-
ment actions against investment advisers relating to

side-by-side management in the last year; deficient
disclosure of conflicts of interest remains a popular
area of focus, and “cherry-picking” schemes were the
subject of a growing number of actions.® Ultimately,
even with renewed SEC focus in this area, the sub-
stance of the deficiencies called out in enforcement
actions has remained largely consistent with histori-
cal trends.™

Recent Regulatory Developments

Fiduciary standards underlie an investment advis-
er’s responsibilities related to these potential conflicts
of interest. The SEC proposed in April 2018, and
adopted in June 2019, an interpretation to reaffirm
and, in some cases, clarify the SEC Staff’s views of the
fiduciary duty that investment advisers owe to their
clients.” This interpretation focused on adviser duties
inextricably linked to side-by-side management con-
flicts of interest, reiterating the familiar two-pronged
fiduciary standard that the “obligation to act in the
best interest of its client is an overarching principle that
encompasses both the duty of care and the duty of loy-
alty” The interpretation describes the duty of loyalty as
requiring that an investment adviser must “eliminate
or at least expose through full and fair disclosure all
conflicts of interest which might incline an investment
adviser—consciously or unconsciously—to render
advice which was not disinterested.” While the inter-
pretation does not focus explicitly on side-by-side man-
agement, it underscores the current broad, high-profile
regulatory focus on the many related ways in which
conflicts of interest manifest themselves in the relation-
ship between investment advisers and their clients.

In addition, the OCIE has referenced side-by-
side management in its Risk Alerts in three of the
last five years," focusing broadly on policies and pro-
cedures related to side-by-side management of per-
formance-based and purely asset-based fee accounts.
Going further in its November 2018 Risk Alert,
OCIE explicitly detailed a review process for advis-
ers advising both mutual funds and private funds
with similar investment strategies or the same port-
folio manager(s). Based on observations from prior



examinations, the SEC enumerated the following
specific areas related to side-by-side management:

m  Policies and procedures for addressing conflicts
of interest and other risks associated with side-
by-side management, particularly those related
to certain portfolio management and portfolio
construction practices;

m  Controls for ensuring appropriate brokerage,
best execution, and trade allocation practices,
including trade aggregation and allocation of
investment opportunities in a manner consistent
with the adviser’s fiduciary duty;

m  Allocation practices for various fees and
expenses; and

m Disclosures to investors and mutual funds’

boards.

Practical Considerations

The historical framework and current regula-
tory trends outlined above provide useful context
for advisers seeking to bolster their compliance over-
sight of side-by-side management and readiness for
potential SEC Staff inquiries on the topic. Taking
into account that the specific application to an indi-
vidual advisory firm will depend heavily on the facts
and circumstances, we devote the remainder of this
article to reviewing several practical steps advis-
ers can consider when mapping and refining their
approach to identifying, disclosing, and mitigating
the conflicts inherent in side-by-side management.

Compliance Policies and Procedures

In its November 2018 Risk Alert, the OCIE
confirmed the SEC Staff generally would assess
policies and procedures of the funds and their
advisers, disclosures by the funds in filings and
other sharcholder communications and pro-
cesses to assess controls in place under such poli-
cies. Undertaking a formal project to inventory
and categorize these items would be a practi-
cal and productive response to the SEC’s focus
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on side-by-side management. Many investment
advisers have individual compliance policies tai-
lored to various topics underlying side-by-side
management. Policies related to best execution,
trade allocation, and use of soft dollars, among
other topics, are oftentimes distinct. One refine-
ment that some managers have implemented is to
develop a master policy overviewing side-by-side
management implications, including a catalogue
of these relevant underlying policies and any asso-
ciated desktop procedures, which provides a help-
ful roadmap to OCIE examiners that hopefully
minimizes potential confusion and preempts some
of their follow-up questions. Such a master policy
also can have the benefit of helping to ensure no
gaps exist in coverage of related conflicts of inter-
est risks. The exercise of reviewing and catalogu-
ing also would provide an opportunity to promote
better consistency across what can be a significant
number of disparate policies.

Liquidity Risk Management Programs

The liquidity risk management program
(LRMP) requirements pursuant to Rule 22e-4
under the 1940 Act went into full effect in 2019
and present a novel twist on the age-old challenges
inherent in side-by-side management. LRMPs
recently adopted under Rule 22e-4, requiring
written policies and procedures for monitoring
and managing liquidity risk, are mandatory only
for mutual funds, including ETFs. Under these
various LRMPs, every security in a mutual fund’s
portfolio is categorized based on its liquidity
characteristics. These categorizations oftentimes
are based on a diverse number of factors such as
asset class, market depth, and the volume of assets
pledged to satisfy margin requirements, among
others. Liquidity monitoring under LRMPs dic-
tates certain investment decisions in the event
the volume of illiquid investments in a portfo-
lio reaches certain thresholds. Portfolio manag-
ers should be aware of the impacts of a mutual
fund’s LRMP, particularly in instances where the

Copyright © 2019 by CCH Incorporated. All Rights Reserved.
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allocation decisions vary between a private fund
and the parallel mutual fund under the same port-
folio management team due to constraints under
the mutual fund’s LRMP.

Ultimately, it may be prudent for an investment
adviser to consider how its LRMP would apply to
the private funds it manages, particularly in invest-
ment strategies similar to those of its mutual funds.
There is merit in taking the liquidity program frame-
work and considering a parallel structure applied
to private funds in order to minimize the conflicts
arising from inconsistent treatment of different cli-
ents. To the extent an investment adviser performs
this analysis, it at least acknowledges the significant
differences in liquidity profiles between the open-
end mutual fund and private fund. At first blush,
this type of level-setting with mutual fund LRMPs
may seem like backdoor regulation of private funds
through the artifices of a new operational rule under
the 1940 Act, but it underscores the fiduciary pre-
dicament of advisers that balance client mandates
across several contrasting regulatory regimes.

Conflicts of Interest Disclosure

A practical next step in addressing side-by-side
concerns generally is to look at the range of dis-
closures that investment advisers have in place that
touch on this topic. Given the structure of many
investment advisory firms, these various disclosures
often are developed and maintained by discrete
groups within the larger organization. For instance,
natural shifts over time can introduce daylight
between the size, substance, and spirit of the dis-
closures in a fund’s registration statement versus its
investment adviser’s Form ADV. Similarly, offering
documents for private funds typically will reflect
conflicts of interest, but from the perspective of
the private fund investor. This exercise in reviewing
and truing up different related disclosures across
several formats is a critical step in minimizing the
risks that arise from inconsistencies that inevitably
creep in as documents are updated and businesses
morph over time.

Generally, a mutual fund’s registration state-
ment disclosure should include sufficient detail to
allow investors to appropriately evaluate poten-
tial conflicts of interest.” Item 20 of Form N-1A
requires that a fund’s statement of additional infor-
mation include disclosure regarding any material
conflicts of interest that may arise in connection
with a portfolio manager’s management of mutual
fund investments and investments in other accounts.
Similarly, advisers should review the requirements
of Item 6 of the Part 2 brochure of their Form
ADV, which introduces the topics of side-by-side
management by dividing the world along the lines
of performance-based fees and non-performance
based fees. While the relevant Form ADV instruc-
tions emphasize this fee division, Item 6 provides an
opportunity for the adviser to broaden its conflicts
disclosure proactively in light of the recent regula-
tory developments outlined above.

When updating relevant conflicts of interest
disclosure, it is important to note certain clarifica-
tions the SEC outlined in its June 2019 final inter-
pretation entitled, “Commission Interpretation
Regarding Standard of Conduct for Investment
Advisers.” Specifically, the Commission expressed its
view that, as a general matter, the use of “may” is
not adequate in a disclosure when a conflict of inter-
est actually exists. Similarly, the SEC asserted that
the use of “may” is inappropriate preceding a list of
all potential or possible conflicts, regardless of like-
lihood. However, the SEC did confirm that “may”
could be used appropriately to disclose a potential
conflict that does not presently exist, but that could
reasonably occur in the future.™

SEC Examinations

We are aware that the OCIE Staff has been con-
ducting targeted examinations in which the side-by-
side management themes in the OCIE Risk Alert
have explicitly provided the framework for the Staff’s
in-depth reviews, interviews and follow-up requests.
Anecdotally, we understand that the SEC Staff has
highlighted the adviser’s policies and practices as
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to allocation of investment opportunities between were made in order to minimize relevant conflicts
mutual funds and private funds in these discus- of interest. Unsurprisingly the SEC Staff, in such
sions. Portfolio managers have been asked to detail examinations, has devoted considerable attention to
for the SEC Staff how decisions around allocation reviewing related compliance policies, focusing on

Exhibit 1— Side-by-Side Management: Potential Portfolio Manager Discussion Topics

The table below is intended as a primer on side-by-side management questions that legal or compliance personnel
might pose to portfolio managers managing an investment strategy for both a private and registered fund. For instance,
these questions may be useful in preparing a portfolio manager for an interview with SEC examination Staff.

Topic: Product Differentiation
m  What determines the strategies used by a private fund versus a mutual fund generally?

m  How different are the private fund and mutual fund strategies? Are you applying exactly the same
model?

m Do you make changes to the mutual fund and private fund portfolios in parallel? Is it lockstep or less
formalized?

m s there leverage on the private fund?
Topic: Fees and Expenses

m  What are the fee structures of the mutual funds versus the private funds?

m  Are there any performance fees or carried interest?
m  Are any expenses allocated to the funds? How do those allocations differ between funds?
m  How are brokerage expenses allocated between funds?

m Do trades generate soft dollars the same way for each fund?

Topic: Potential Conflicts of Interest Situations
m s there any cross-trading between accounts?

m  Are there any illiquid securities in the accounts? Have you ever had to hold onto securities you didn’t
want to keep because there was not a good price or a liquid market?

m  Are there any hard-to-value assets in the portfolios? Are you (the portfolio manager) involved in
pricing? Do you have the ability to override pricing decisions?

m  Are you (the portfolio manager) involved in trading or does that go to a centralized desk?

m  How are you (the portfolio manager) involved in best execution? Do you use brokers and have a
broker vote process? How does process work? How is it documented?

m  How do your trade rotation and trade allocation systems work?

m  How do you approach allocation of investment opportunities? Are there instances where there is less
liquidity or availability of an investment than what you are looking for?

m Do you participate in IPOs? Do you ever have limited IPO allocations that are smaller than your
needs for accounts in the same strategy?

Topic: Compliance Controls
m  How do you (the portfolio manager) interact with Compliance on trading and allocation questions?

m  Has Compliance ever contacted you about conflicts between mutual funds and private funds?

m  Have you had disagreements with Compliance over the permissibility of any actions?

Copyright © 2019 by CCH Incorporated. All Rights Reserved.
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the breadth of coverage and associated procedures
as well as systematic application and monitoring. In
assessing its preparedness for such an SEC exami-
nation focus—or in preparing individual portfolio
managers for an interview with the OCIE Staff—
the legal and compliance departments of a regis-
tered adviser may benefit from conducting internal
interviews in advance with portfolio managers man-
aging an investment strategy subject to side-by-side
management. To aid in such an exercise, we have
outlined a high level primer of side-by-side manage-
ment questions for portfolio managers in Exhibit 1.

While these tools may be helpful in preparation
for the scrutiny of an SEC examination, ultimately
the closer an investment adviser can get to a system-
atic approach to identifying and managing conflicts
of interest related to side-by-side management, the
better.

Conclusion

We expect SEC Examination Staff to pay partic-
ular attention to conflicts of interest disclosure and
compliance policies in their review of investment
advisers’ side-by-side management practices. While
the subject is not new, the SEC Staff has begun to
target new themes in the breadth of potential con-
flicts of interest issues related to side-by-side manage-
ment. In light of recent regulatory and enforcement
action trends, several practical steps can significantly
mitigate potential regulatory exposures and fiduciary
concerns over conflicts of interest. An orderly review
of compliance policies and procedures, in conjunc-
tion with a proactive approach to reconciling public
disclosures and conducting preparatory interviews
with relevant portfolio managers, will promote a
robust framework in response to the increased atten-

tion from the SEC.

George B. Raine is a partner, and Angela C.
Jaimes is an associate, in the Asset Management
practice group at Ropes & Gray LLP in Boston,
MA.
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